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Answer ANY FOUR (4) of the EIGHT (8) questions provided 


Question 1 


The Queensland State government is considering three, mutually exclusive projects, for a remote river 
valley: 
e Project R is a recreational facility that has an estimated present value (PV) of benefits of $10 
million and PV costs of $8 million; 
e Project F is a forest reserve with some recreational facilities with estimated PV benefits of $13 
million and PV costs of $10 million; 
e Project W is a wilderness area with restricted public access, estimated PV benefits of 
$5million and PV costs of $1 million. 


In addition, a road could be built for a cost of $4 million that would increase benefits of project R by 
$8 million and project F by $5 million, but which would reduce the benefits of project W by $1 
million. Even in the absence of projects R, F and W the road has estimated PV benefits of $2 million. 


a) Calculate the benefit-cost ratio and net present value of all possible alternatives to the status 
quo. Note that there are seven possible alternatives to the status quo; project R without the 
road, F without the road, W without the road, R with the road, F with the road, W with the 
road and the road alone. (8 marks) 

b) Since only one of the projects can be selected, determine which alternative should be selected 
according to the BCA decision rule? Explain your answer. (6 marks) 

c) Ifall alternatives could be undertaken in different locations (assuming the same benefits and 
costs) and the government wanted to maximise social welfare, which of these alternatives 
should go ahead? Explain your answer. (6 marks) 


Question 2 


Define and discuss the significance of each of the following concepts: 
a) The value of a statistical life (4 marks) 
b) An actual Pareto improvement (4 marks) 
c) Cross-over values (4 marks) 
d) The Kaldor-Hicks criterion (4 marks) 
e) Option value (4 marks) 


Question 3 


What are the conceptually correct measures of benefits and costs in benefit-cost analysis? 


a) Describe them and explain why they are considered to be conceptually correct. (12 marks) 
b) Describe why it is often difficult to use these measures in practice. (8 marks) 
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Question 4 


a) Why are future benefits and costs converted into present values in benefit-cost analysis? 
Answer this question by carefully explaining the economic basis for discounting the future. 
(12 marks) 

b) Is it unreasonable to suppose that individuals (and hence society) are likely to discount the 
future at a constant rate? Discuss this question and explain its implications for the value of the 
discount rate at points 10, 50, and 300 years into the future. (8 marks) 


Question 5 


a) Benefit-cost analysis has been attacked from a variety of perspectives. Clearly state what you 
believe to be the most important of the conceptually valid criticisms of the use of benefit-cost 
analysis as a guide for public policy making and justify your choice. (12 marks) 

b) Given these criticisms and the practicalities of the decision-making process, discuss whether 
decisions should be made solely on the basis of the benefit-cost criterion. (8 marks) 


Question 6 


The following questions all concern a proposal to build a dam with the purpose of storing and 
supplying water to be used for the irrigation of a large area of agricultural land in a developing 
country. The benefits of the proposal largely arise from the increase in agricultural output from the 
farms receiving irrigation water. 


a) A benefit-cost analysis of this dam project includes within the benefits an increase in the 
output of suppliers of agricultural inputs within this area. These secondary market benefits 
arise from an increase in expenditure on inputs by farmers. Should these secondary benefits 
have been included in the analysis? Justify why they should or should not be included. 

(6 marks) 


b) Suppose that agricultural policy in this developing country is designed to keep the prices that 
farmers receive for their products above the market equilibrium level. Should the benefits that 
farmers receive from output increases deriving from the project be adjusted to take account of 
this policy? Explain the reason for your answer. (6 marks) 


c) Further suppose that the currency of this country is overvalued. If the outputs from the project 
are exported, and the inputs that farmers use are largely imported, how should the benefits and 
costs associated with these be valued if we assume that the increases in exports and imports 
are too small to affect world prices? (8 marks) 
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Question 7 


a) Consider Harberger’s approach to measuring the costs of an input for a project in a closed 
economy with no distortions. Describe the conceptual basis for measuring these costs when the 
total quantity of the input is partially met by displacing existing consumers of the input and 
partially supplied from new production of the input. Use a demand/supply model for this 
description. (15 marks) 

b) Now consider the same case where the market for the input is distorted by a subsidy. How 
would the approach be modified to account for this? (5 marks) 


Question 8 


You have been asked to undertake a benefit-cost analysis of a project that will construct a hydro- 
electric dam that will result in the flooding of a large area of old-growth forest in Tasmania. 


a) Describe the valuation techniques that might be employed to evaluate the environmental costs 
of the project going ahead and outline the advantages and disadvantages of the valuation 
techniques you consider are applicable. (12 marks) 

b) Do you think these techniques are capable of eliciting all of the possible unpriced costs or 
benefits associated with this project? Discuss this question and describe how you would 
present any omissions and/or uncertainties in your final report. (8 marks) 


Please remember - This examination question paper MUST BE HANDED IN. Failure to do so may 
result in the cancellation of all marks for this examination. 
Writing your name and number on the front will help us confirm that your paper has been returned. 
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